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that are not included in the gross es-
tate, on the basis of the date of death
value of the trust) to trusts with re-
spect to which a taxable termination
may occur or from which a taxable dis-
tribution may be made. The automatic
allocation of GST exemption is irrev-
ocable, and an allocation made by the
executor after the automatic alloca-
tion is made is ineffective. No auto-
matic allocation of GST exemption is
made to a trust that will have a new
transferor with respect to the entire
trust prior to the occurrence of any
GST with respect to the trust. In addi-
tion, no automatic allocation of GST
exemption is made to a trust if, during
the nine month period ending imme-
diately after the death of the trans-
feror—

(i) No GST has occurred with respect
to the trust; and

(ii) At the end of such period no fu-
ture GST can occur with respect to the
trust.

(e) Effective dates. This section is ap-
plicable as provided in §26.2601-1(c),
with the following exceptions:

(1) Paragraphs (b)(2) and (b)(3), the
third sentence of paragraph (b)4)@),
the fourth sentence of paragraph
(b)(4)(i1)(A)(1), paragraphs (b)(4)(iii) and
(b)(4)(iv), and the fourth sentence of
paragraph (d)(1) of this section, which
will apply to elections made on or after
July 13, 2004; and

(2) Paragraph (c)(1), and Example 5 of
paragraph (c)(b), which will apply to
elections made on or after June 29,
2005.

[T.D. 8644, 60 FR 66903, Dec. 27, 1995; 61 FR
29654, June 12, 1996, as amended by T.D. 9208,
70 FR 37260, June 29, 2005]

§26.2641-1 Applicable rate of tax.

The rate of tax applicable to any
GST (applicable rate) is determined by
multiplying the maximum Federal es-
tate tax rate in effect at the time of
the GST by the inclusion ratio (as de-
fined in §26.2642-1). For this purpose,
the maximum Federal estate tax rate
is the maximum rate set forth under
section 2001(c) (without regard to sec-
tion 2001(c)(2)).

§26.2642-1 Inclusion ratio.

(a) In general. Except as otherwise
provided in this section, the inclusion
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ratio is determined by subtracting the
applicable fraction (rounded to the
nearest one-thousandth (.001)) from 1.
In rounding the applicable fraction to
the nearest one-thousandth, any
amount that is midway between one
one-thousandth and another one-thou-
sandth is rounded up to the higher of
those two amounts.

(b) Numerator of applicable fraction—
(1) In general. Except as otherwise pro-
vided in this paragraph (b), and in
§§26.2642-3 (providing a special rule for
charitable lead annuity trusts) and
26.2642-4 (providing rules for the rede-
termination of the applicable fraction),
the numerator of the applicable frac-
tion is the amount of GST exemption
allocated to the trust (or to the trans-
ferred property in the case of a direct
skip not in trust).

(2) GSTs occurring during an ETIP—(i)
In general. For purposes of determining
the inclusion ratio with respect to a
taxable termination or a taxable dis-
tribution that occurs during an ETIP,
the numerator of the applicable frac-
tion is the sum of—

(A) The GST exemption previously
allocated to the trust (including any
allocation made to the trust prior to
any taxable termination or distribu-
tion) reduced (but not below zero) by
the nontax amount of any prior GSTs
with respect to the trust; and

(B) Any GST exemption allocated to
the trust on a timely ETIP return filed
after the termination of the ETIP. See
§26.2632-1(c)(b) Example 2.

(i1) Nontax amount of a prior GST. (1)
The nontax amount of a prior GST
with respect to the trust is the amount
of the GST multiplied by the applica-
ble fraction attributable to the trust at
the time of the prior GST.

(2) For rules regarding the allocation
of GST exemption to property during
an ETIP, see §26.2632-1(c).

(c) Denominator of applicable fraction—
(1) In general. Except as otherwise pro-
vided in this paragraph (c) and in
§§26.2642-3 and 26.2642-4, the denomi-
nator of the applicable fraction is the
value of the property transferred to the
trust (or transferred in a direct skip
not in trust) (as determined under
§26.2642-2) reduced by the sum of—

(i) Any Federal estate tax and any
State death tax incurred by reason of
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the transfer that is chargeable to the
trust and is actually recovered from
the trust;

(ii) The amount of any charitable de-
duction allowed under section 2055,
2106, or 2522 with respect to the trans-
fer; and

(iii) In the case of a direct skip, the
value of the portion of the transfer
that is a nontaxable gift. See para-
graph (c)(3) of this section for the defi-
nition of nontaxable gift.

(2) Zero denominator. If the denomi-
nator of the applicable fraction is zero,
the inclusion ratio is zero.

(3) Nontaxable gifts. Generally, for
purposes of chapter 13, a transfer is a
nontaxable gift to the extent the trans-
fer is excluded from taxable gifts by
reason of section 2503(b) (after applica-
tion of section 2513) or section 2503(e).
However, a transfer to a trust for the
benefit of an individual is not a non-
taxable gift for purposes of this section
unless—

(i) Trust principal or income may,
during the individual’s lifetime, be dis-
tributed only to or for the benefit of
the individual; and

(ii) The assets of the trust will be in-
cludible in the gross estate of the indi-
vidual if the individual dies before the
trust terminates.

(d) Examples. The following examples
illustrate the provisions of this sec-
tion. See §26.2652-2(d) Examples 2 and 3
for illustrations of the computation of
the inclusion ratio where the special
(reverse QTIP) election may be applica-
ble.

Example 1. Computation of the inclusion
ratio. T transfers $100,000 to a newly-created
irrevocable trust providing that income is to
be accumulated for 10 years. At the end of 10
years, the accumulated income is to be dis-
tributed to T’s child, C, and the trust prin-
cipal is to be paid to T’s grandchild. T allo-
cates $40,000 of T’s GST exemption to the
trust on a timely-filed gift tax return. The
applicable fraction with respect to the trust
is .40 ($40,000 (the amount of GST exemption
allocated to the trust) over $100,000 (the
value of the property transferred to the
trust)). The inclusion ratio is .60 (1 — .40). If
the maximum Federal estate tax rate is 55
percent at the time of a GST, the rate of tax
applicable to the transfer (applicable rate)
will be .333 (b5 percent (the maximum estate
tax rate) x .60 (the inclusion ratio)).

Example 2. Gift entirely nontaxable. On De-
cember 1, 1996, T transfers $10,000 to an irrev-

§26.2642-2

ocable trust for the benefit of T°s grandchild,
GC. GC possesses a right to withdraw any
contributions to the trust such that the en-
tire transfer qualifies for the annual exclu-
sion under section 2503(b). Under the terms
of the trust, the income is to be paid to GC
for 10 years or until GC’s prior death. Upon
the expiration of GC’s income interest, the
trust principal is payable to GC or GC’s es-
tate. The transfer to the trust is a direct
skip. T made no prior gifts to or for the ben-
efit of GC during 1996. The entire $10,000
transfer is a nontaxable transfer. For pur-
poses of computing the tax on the direct
skip, the denominator of the applicable frac-
tion is zero, and thus, the inclusion ratio is
Zero.

Example 3. Gift nontaxable in part. T trans-
fers $12,000 to an irrevocable trust for the
benefit of T’s grandchild, GC. Under the
terms of the trust, the income is to be paid
to GC for 10 years or until GC’s prior death.
Upon the expiration of GC’s income interest,
the trust principal is payable to GC or GC’s
estate. Further, GC has the right to with-
draw $10,000 of any contribution to the trust
such that $10,000 of the transfer qualifies for
the annual exclusion under section 2503(b).
The amount of the nontaxable transfer is
$10,000. Solely for purposes of computing the
tax on the direct skip, T’s transfer is divided
into two portions. One portion is equal to the
amount of the nontaxable transfer ($10,000)
and has a zero inclusion ratio; the other por-
tion is $2,000 ($12,000 — $10,000). With respect
to the $2,000 portion, the denominator of the
applicable fraction is $2,000. Assuming that T
has sufficient GST exemption available, the
numerator of the applicable fraction is $2,000
(unless T elects to have the automatic allo-
cation provisions not apply). Thus, assuming
T does not elect to have the automatic allo-
cation not apply, the applicable fraction is
one ($2,000/$2,000 = 1) and the inclusion ratio
iszero (1 —1=0).

Example 4. Gift nontaxable in part. Assume
the same facts as in Example 3, except T files
a timely Form 709 electing that the auto-
matic allocation of GST exemption not
apply to the $12,000 transferred in the direct
skip. T’s transfer is divided into two por-
tions, a $10,000 portion with a zero inclusion
ratio and a $2,000 portion with an applicable
fraction of zero (0/$2,000 = 0) and an inclusion
ratioofone 1 — 0=1).

§26.2642-2 Valuation.

(a) Lifetime transfers—(1) In general.
For purposes of determining the de-
nominator of the applicable fraction,
the value of property transferred dur-
ing life is its fair market value on the
effective date of the allocation of GST
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